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 ABSTRACT 
 
Research into Credit default swaps (hereafter CDS) and the corresponding Bond market is 
on the rise. The controversy on the role thereof of the CDS during the financial crisis of 
2007 – 2009 prompted researchers to focus their attention on understanding the Credit 
default swap market. In contrast to exchange traded products, the credit default swap 
market is an Over – the - counter product. Thus, there is of both practical and academic 
importance to provide insights to the market. 
In this dissertation, two chapters were dedicated to the sovereign credit default 
swaps markets. Another chapter focused on understanding the corporate credit default swap 
and bond markets. 
In Chapter 2, this study provides insights into the Japanese sovereign credit default 
swap market. In this study we try to understand the factors or variables that explain or 
determine the Japanese sovereign credit default swaps spreads. Specifically, the research 
questions we sought to answer were, what the determinants of the Japanese CDS spreads 
are and does the behavior of the determinants vary during different regimes.  
To capture the effects in different regimes, we perform the analysis in a Markov 
regime switching framework. The use of nonlinear models such as a Markov regime 
switching methodology is of utmost importance in order to understand the behavior of the 
determinants across different regimes. In this study, we identified two regimes which we 
label as the normal and volatile periods respectively.  
To obtain legitimate results in any study requires reliable data. The sovereign CDS 
data used in the analysis is obtained from Markit Ltd, a data service provider, which has a 
reputation of providing quality data in the financial services industry.CDS contracts have 
various maturities but we use the 5 year CDS spreads which have been established to be the 
most liquid in the CDS market. Monthly data covering the period, January 2004 to March 
2014, are obtained from daily data by choosing the data on the last working day of the 
month. 
For the covariates, we employ both global and local factors in the analysis. Existing 
literature on sovereign CDS spreads have identified some global factors that are significant 
in explaining sovereign CDS spreads in many sovereign entities around the world. The 
global variables employed in this study includes  the Chicago Board Options Volatility 
Index (VIX), as our measure of investor risk appetite, the 10 year US treasury rates as our 
measure of world interest rates and the difference between Corporate bonds with Moody’s 
rating of Baa and Aaa yields to proxy for US default risk. Further, for country specific 
variables, we include some variables that are potential local determinants of the Japanese 
sovereign CDS spreads. The Nikkei 225 Total Return Index is used to proxy for the state of 
the Japanese economy and the Leading Index of the Composite Index to proxy for the 
economic sentiments in Japan. More so, the yields on the Japanese Government 10 year 
bonds and the Terms of trade are included. 
 Results from the analysis show that, the global variables play an important role in the 
determination of Japanese sovereign CDS spreads. The VIX exhibits significance in both 
regimes as well as the 10 year US treasury rates. The results reveal that the VIX and the 10 
year US treasury rates exert more significance in the volatile regime than the less volatile 
regime. However, the default risk variable exerts strong significance in the less volatile 
regime whiles having almost no significance during the volatile regime.  
On the effects of the country variables, we show that the Nikkei 225 Total Return 
Index remains significant in both regimes, but have more significance in the volatile regime 
as compared to the less volatile regime. The Japanese 10 year government bond yields play 
a significant role in the determination of Japanese sovereign CDS spreads only during the 
volatile period. Our economic sentiment variable, the Leading index of the Composite 
Index, only remains significant during the volatile regime whiles the Terms of trade 
variable having no impact on the Japanese CDS spreads in both regimes. This result is an 
indication of the value that investors in the Japanese sovereign CDS market put on both 
global factors and the economic conditions in Japan.  
In conclusion, we identify two new variables: the Nikkei 225 Total Return Index 
and the Leading Index of the Composite Index of Japan, that influence the Japanese 
sovereign CDS spreads. In line with existing literature, the explanatory power of the 
determinants in the volatile regime is higher than in the normal regime, about 89% and 52% 
respectively. More importantly, the determinants of the Japanese sovereign CDS spreads 
are regime specific. 
Subsequently, in chapter 3, we extend the analysis to examine the possibility of 
contagion within the European countries (EU) and from the EU to Japan. Several stylized 
facts about the Japanese sovereign CDS markets underlie our search for contagion from the 
EU to Japan.  
The sample period used in our analysis starts from September 2008 through to 
March 2012.This sample period spans both the Lehman and European sovereign debt crises 
which enable us to investigate the transmission of sovereign risk across the two crises 
periods. We split the sample period into two phases: the European sovereign debt crisis 
period, which starts from November 2009 through to March 2012, whiles the Lehman crisis 
period is assumed to start from September 2008 to November 2009.In this study daily 5 
year Sovereign CDS data for Greece, Italy, Portugal, Spain and Japan are obtained from 
Markit Ltd.  
Subsequently, we empirically analyze our data in a VAR (p) methodology 
framework whiles controlling for common factors that affect sovereign CDS spreads both 
regionally and globally. This methodology is similar to that employed by Alter and Beyer 
(2014) in their study of contagion. The following exogenous common factors; the Implied 
Volatility Indicator (VIX), TED spread and 10 year Treasury Constant Maturity Rates, the 
EURO STOXX Volatility Index and Euro Overnight Index Average Rates are controlled 
for in the VAR (p) model. 
In addition, to uniquely identify the contagion or spillover effects, Variance decomposition 
and the Impulse response function (IRF) methodologies are used to assess how shocks to a 
country’s sovereign CDS spreads affects the other countries in our sample. In contrast to 
earlier research on contagion, where an increase in correlations between two time periods 
were used to identify contagion, Variance decomposition and Impulse response functions 
enables us to identify how shocks to a sovereign country’s CDS spreads affects other 
sovereign CDS prices in the system in any given time period. For simplicity, we focus our 
attention on the possible contagion from Greece and Spain to other countries in our sample.  
The results provide evidence in support of the possible transmission of contagion in 
the Sovereign CDS market. Results from the Variance decomposition analysis during the 
European sovereign crisis period show that, about 69% and 9% of the variations in the 
Italian CDS in the early period is explained by shocks to the Spanish and Greek CDS 
spreads respectively. For Portuguese CDS spreads, about 15% and 45% of its CDS price 
variations are explained by Greece and Spain respectively. In addition, for the Japanese 
CDS spreads, the contributions from the shocks to the Spanish CDS and Greek CDS are 
about 8% and 2% respectively in later time periods. Plots of the Impulse response function 
also validate the results obtained in the Variance decomposition analysis. 
Furthermore, results from the Lehman crisis period reveal that shocks to the Greek 
CDS spreads, on average, explain about 61% and 36% of the price variations in the Italian 
and Portuguese CDS respectively in later time periods. Moreover, shocks to Greece explain 
about 9% of the variations in the Japanese CDS spreads. Also, shocks to the Spanish CDS 
spreads explain about 9%, 15% and 3% of the CDS price variations in Italy, Portugal and 
Japanese CDS spreads respectively. The Impulse response analyses for this crisis provide 
evidence of the propagation of default risk across the sovereign entities. 
In sum, contagion to the other countries in our sample has been established. 
However, the transmission of the crisis into the Japanese sovereign CDS market is limited. 
Moreover, our results reveal two new important findings. That is, the Spanish CDS spreads 
played the leading role in the propagation of sovereign risk to other countries during the 
European sovereign debt crisis whereas the Greek CDS spreads dominated the transmission 
of risk during the Lehman crisis. 
In chapter 4, the study focuses on the theoretical CDS-Bond spread parity relation 
and the effect of credit rating downgrades on default probabilites.We try to establish if the 
theoretical non-arbitrage relation holds for our selected companies in Japan. Also, as credit 
spreads are said to be somewhat representative of default risk, the downgrading of the 
TEPCO’s bond to junk status following the Earthquake in 2011, provides a unique 
opportunity to analyze the impact of such credit rating downgrades on the default 
probability of TEPCO and banks that had credit exposures to the firm.  
To test the parity condition requires obtaining bond spreads to compare to credit 
default swap spreads of similar maturities. By appealing to Risk neutral valuation 
framework and a defaultable coupon bond model, we capture the Risk neutral default 
probabilities.  
 
Our data period spans from October 2007 to December 2012.The bond data used in our 
analysis is obtained from the Japanese Securities Dealers Association and the 5 year CDS 
data is obtained from Markit group. 
Estimates from the analysis show that for our sample firms, the parity relationship 
does not hold both in the short and long run. Also, evidence from the Risk neutral default 
probability estimation show that, the downgrade of TEPCO’s credit rating resulted in an 
increase in the default probabilities for TEPCO and all its three major creditors.  
This study has shown that the theoretical parity relationship between Bond and CDS 
spreads does not hold for our sample firms in Japan. Moreover, we have shown that, in line 
with existing literature, credit rating downgrades results in an increase in default 
probabilities. 
The results obtained in this study have provided thought provoking information on both the 
CDS and Bond markets. 
